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Current Assets and the Going Concern
By Maurice E. Peloubet
The average accountant, if asked on what basis the average bal
ance-sheet for publication or credit purposes was prepared would
in all probability say “ on the basis of a going concern.” This
would no doubt be amplified by a statement that going-concern
value was particularly applicable to patents, goodwill, franchises,
trademarks and other intangibles, to a lesser degree to plant and
to a limited extent to current assets. Land is probably the only
item that ordinarily would or could have a larger liquidation value
than its going-concern value as appreciation unrealized would rep
resent no certain increase in value so long as the land was used
for company purposes.
So far as methods of valuation are concerned, with the excep
tion of some types of inventories, the characteristics of which are
discussed later in this article, most balance-sheets, when they do
not attempt the impossible in recognizing changes in the value of
the dollar by means of periodical appraisals or when they are not
permeated by a false and occasionally dangerously misleading
conservatism, do usually give valuations which are, as near as
practicable, going-concern values.
For a statement to be in all respects on a going-concern basis
however, classification as well as valuation must be considered.
Classification should be subjective rather than objective and
should usually be an expression of the intentions of the manage
ment or a reflection of the internal conditions of the business in
stead of being determined by the nature of the asset. This may
at first glance be considered an over-refined subtlety, but it is im
plicitly if not avowedly accepted in part by all accountants and
most business men. Any accountant would insist on treating se
curities of a company listed on the stock exchange as a fixed asset
in the case of a holding company, owning say 60 per cent. of the
stock for purposes of control, and would be equally positive in
holding that another company, which invested funds temporarily
unnecessary for business purposes in that security, should treat
the stock as a current asset. This is a simple and obvious case but
shows clearly that the relation of the asset to the operations of the
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business is, or should be, the guide to its balance-sheet classifica
tion. Many other instances come to mind; for example, cash in
a sinking fund is not a current asset; land in a land company is
not, or it is not desired it should be, a fixed asset. Iron pipe in one
company is finished goods, in another supplies and in a third
building equipment. Left to themselves accountants would
probably have evolved a logical and informing classification re
flecting with a high degree of exactitude the internal conditions of
the business and the intentions of the management.
The present method, however, of arranging the various items
on a balance-sheet is not clear, logical nor informing. It is a
hybrid resulting from the conflict of the desire of the accountant
and business man for a statement on a true going-concern basis
and the demand of the banker and possibly some portion of the
investing public for a statement which is, to all intents and pur
poses, on a liquidation basis.
Most balance-sheets are prepared on the assumption that there
are two sorts of assets, permanent and transitory. The chief
characteristic of the first group is that it is less immediately
realizable than the second group. The first group is realized
by a gradual encroachment on the whole and the second by real
ization of individual units. Classifications such as deferred
assets, intangible assets and others of similar import are merely
subdivisions of the two principal groups or items waiting to be
assigned definitely to one or the other of them.
This information is doubtless of great value to a banker making
a loan or to a bondholder. They are concerned, however, not in
the business as a whole but in seeing that their interest and prin
cipal are secured and reasonably certain of payment at the due or
maturity date. For the operating executive or stockholder such
information not only has little or no value but such a statement
in many cases obscures the facts affecting the enterprise as a going
concern.
In considering the question of classification it is well to remem
ber that a balance-sheet is a financial statement, an account of
money invested on the one hand (the capital and liabilities) and in
what it was invested (the assets) on the other. It is not a state
ment of the present realizable value of the company or a summary
of the present value of its property, although by proper statistical
methods such statements may be prepared with the financial fig
ures as a basis.
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Now, if it is the investment that is being considered we need not
concern ourselves too much with the physical permanence of the
components of the assets. Some do not change at all—goodwill or
patents for instance—land changes little, buildings more, ma
chinery still more, supply inventories are cleared out and replaced
say twice a year while raw material goes through with as much
rapidity as the manufacturing processes permit. Accounts re
ceivable turn over about in proportion to the terms of credit, and
cash on hand is, of course, regulated by the terms on which
supplies and raw material are bought, as compared with credit
given on sales, and by payroll requirements.
Is it not true that, from the point of view of a going concern, the
raw material required to keep the factory or mill in operation, the
supplies required to be kept on hand for operating or emergency
purposes, the receivables necessarily carried by reason of credit
terms and the cash needed to finance payrolls and purchases are
fixed and permanent investment of money in the enterprise to the
same extent that land, buildings and machinery are? True, they
may be realized more quickly but they can not be realized so long
as the business continues. If the business falls off they may be
realized in part but it is equally true that part of the plant may be
sold under other conditions also.
Is it then necessary or even proper to classify all assets used
in the business under one head? It does not appear so because,
while there is no cleavage in fact such as is artificially made in bal
ance-sheets between fixed and current assets, there are certain
characteristics of the two groups which should be recognized.
The chief difference is that in the first group the investment is in
substantially the same items in periods of light or heavy output
and the physical property remains practically the same. In
the second group the physical property is always in motion
through the business and, while the total investment in the group
is fairly constant, one element will increase while another will de
crease, as in periods of curtailed production cash will increase while
inventories and receivables decrease and supplies remain about
the same. This increase in cash, unless the recession in business
is permanent, is not and should not be considered to be a realiza
tion of assets, as when business increases raw material will have to
be bought and more credit be granted.
The shifting from inventories and receivables to cash in periods
of depression and the increase of inventories and receivables in a
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period of recovery would have no effect on the status of the busi
ness provided raw material prices were constant. However,
there are practically no raw materials of which this is true. In
ventories of raw materials, therefore, to the extent that they are
required for operations of the mill or factory might more properly
be carried at a constant price, excess amounts being carried at
cost, while depleted inventories should be replaced at fixed prices,
operations bearing the difference between cost and fixed prices as
operations previously benefited when raw material at fixed prices
was consumed. This situation may also be dealt with by an inven
tory reserve. If some such method is not adopted in industries
carrying heavy raw-material inventories, fictitious gains or losses
will occur whenever the inventory is priced. This is only true of
those industries where a constant stock of raw material must be
maintained and would not apply to any factory working on special
orders or one whose product changes radically from year to year.
A third group of assets will arise when the cash on hand becomes
greater than is required for the operations of the business. This
may remain as cash or be invested in securities, if not distributed
as dividends.
A new problem of classification is here presented to us. As is
so frequently the case, answers to new problems may be found in
old books. Adam Smith in his Inquiry into the Nature and Causes
of the Wealth of Nations, published in the year the Declaration of
Independence was written, says in chapter I of book II:
‘ ‘ Every fixed capital is both originally derived from and requires to be
continually supported by a circulating capital. All useful machines and in
struments of trade are originally derived from a circulating capital, which
furnishes the material of which they are made and the maintenance of
the workmen who make them. They require too a capital of the same kind
to keep them in constant repair.
“No fixed capital can yield any revenue but by means of a circulating
capital. The most useful machines and instruments of trade will produce
nothing without the circulating capital which affords the materials they are
employed upon and the maintenance of the workmen who employ them.
Land, however improved, will yield no revenue without a circulating cap
ital, which maintains the labourers who cultivate and collect its produce.
“To maintain and augment the stock which may be reserved for imme
diate consumption is the sole end and purpose both of the fixed and circu
lating capital. It is this stock which feeds, clothes and lodges the people.
Their riches or poverty depends upon the abundant or sparing supplies
which those two capitals can afford to the stock reserved for immediate
consumption.”

This seems to answer our question. There are three sorts of
assets, those representing fixed capital, circulating capital and un
distributed profits not invested in the enterprise. These latter
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alone are of course available for distribution to stockholders so
long as the enterprise is to continue as a going concern.
Is not this classification a safer and more reliable guide to finan
cial policy than an illogical mingling of circulating assets used in
the business with funds not used in the business (but not yet dis
tributed) in a so-called “current” group on one side, the distribu
tion of which it is attempted to control by a parade of shadows and
a legion of abstractions on the other bearing on their vague brows
and impalpable breasts the legends “capital surplus” “earned
surplus” “donated surplus” “ reserve for this” “reserve for that”
“reserve for the other”?
Let us continue to give bankers statements in the form they
need, but at the same time let us realize that this form is for a defi
nite and limited purpose and is of little or no use to an operating
or financial executive working within a business. Such a form is
possibly not very informing to a stockholder. If an executive is
told that he has, say, $1,000,000 of realizable assets, it is of little
value, for he knows that most if not all of them are required for the
circulating capital of the business, but if he knows that $800,000
is invested in inventories, receivables and necessary cash reserve
he can decide whether to pay a dividend or expand his operations
with the $200,000 in excess of present operating requirements.
While a statement on the principles outlined puts more respon
sibility on the accountant, in that he must determine whether cer
tain assets are or are not used in operations, in most cases it will
not be difficult to decide, and the increased interest of his client in
the accountant’s report will more than compensate him for any
additional work or study involved.
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